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This thesis examines military retirement costs and the 
much-publicized unfunded liability that has accrued. Account- 
ing and funding of pension costs in the private sector are 
analyzed by discussing accepted actuarial valuations and 
cost methods, Accounting Principles Board (APB) Opinion No. 8, 
and the Employee Retirement Income Security Act (ERISA) of 
1974. Private sector procedures are then compared to retire- 
ment plans and procedures in the public sector. Finally, the 
nature and trend of military retirement costs is presented, 
followed by arguments as to the relevance of the unfunded 
liability. The thesis concludes with the observation that 
the growing governmental liabilities for retirement and social 
programs need formal recognition. The controversy surrounding 
military retirement costs, a small and relatively stabilized 
portion of this liability, is considered to be over-emphasized. 
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I. INTRODUCTION 



A. GENERAL 

Beginning with the Treasury Act of 1789, accounting in 
government has undergone many changes in evolving to its 
present state. Numerous legislative reforms and professional 
organizations have contributed to its development and 
increased level of sophistication. Yet many difficult and 
controversial issues remain in the field of government 
accounting. Municipal, state, and federal accounting and 
reporting systems differ widely. These in turn vary consid- 
erably from the principles practiced in the private sector. 
This paper attempts to trace briefly the history of account- 
ing by the U.S. Government, and will focus on two current 
and on-going issues, those of accrual and full-cost account- 
ing. With this background, the remainder of the paper deals 
with retirement costs in the private and public sectors, how 
they are accounted for and funded, and recommendations for 
future improvements. Emphasis is placed on military retire- 
ment costs, since they are totally unfunded and represent a 
significant financial liability to future taxpaying genera- 
tions . 

B . THE PROBLEM 

The past several years have seen increased public aware- 
ness and media coverage of the escalating costs of military 
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manpower, and the expense and form of military compensation, 
both active and retired. Out of this have come numerous 
reports, surveys, and recommendations for wide-ranging 
reform of the services' pay/allowance and retirement systems. 
In response to this situation, the President established by 
Executive Order in June 1977 the President's Commission on 
Military Compensation. Tasked with reviewing the findings 
of all recent committees and submitting an encompassing recom 
mendation for modernization, it reported out in April 
1978. Specifically tasked was the development of 
a system that was both appropriate and equitable. The impe- 
tus behind these studies was very clearly another matter, 
however. It is the rising cost of an ever increasing retire- 
ment community that is the compelling force driving this 
reform movement. In 1978, for instance, outlays for retired 
military pay was $9.1 billion, representing roughly 8 percent 
of the defense budget. This figure is projected to reach 
$15.0 billion by 1982 (approaching 10 percent of total 
defense outlays) . If the retirement costs of the six other 
federal retirement systems were added in as was done in 
Ref. 7, these figures would more than double. It is under- 
standable with 1981 total federal retirement outlays approach 
ing $25 billion and growing, that there would be considerable 
cause for concern. More alarming, however, is the fact that 
these seven retirement systems also reported liabilities 
exceeding $320 billion ($166 billion for the uniformed 
services), of which less than $44 billion had been set aside 
in federal trust funds. The difference between this accrued 
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prior service cost and the fund balance is referred to 
generally under the heading of the "unfunded retirement lia- 
bility." The mere size of this accrued liability has serious 
financial, social, political and economic implications. This 
paper attempts to address many of these areas. Specifically, 
under accrual accounting concepts required by generally 
accepted accounting principles (GAAP), shouldn't the currently 
accruing retirement liability be recognized? If accounting 
procedures are implemented to recognize this liability, 
shouldn't this amount also be funded as representative of 
current costs for defense? Should the prior service costs 
be handled in a manner similar to the private sector and 
amortized over a designated period? Finally, what political 
and economic responses could be expected if all or some combi- 
nation of these proposals xvere enacted? 

C. NEED FOR RESEARCH 

It is apparent that this unfunded retirement liability, 
now greater than $280 billion, represents a significant tax 
burden for successive generations. If recognized, the accumu- 
lated national deficit would soar well above a trillion 
dollars with attendant economic and social repercussions. 

A great deal of research concerning how to handle these costs 
is presently being undertaken. Contributing agencies include 
the Office of Management and Budget (0MB) , the General 
Accounting Office (GAO) , the Department of Defense (DOD) , 
the Congressional Budget Office (CBO) , congressional sub- 
committees and numerous public accountants, economists and 
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educators. Using accrual accounting concepts as a point of 
departure, a number of issues, as addressed in paragraph B 
above, still remain unansivered. There are opposing views 
on many points. In some instances experts may agree in 
principle with proposed changes while dismissing any real 
action. The thrust of this paper is to bring together the 
current arguments surrounding federal retirement costs, 
reach some general conclusions and comment on some of the 
proposals for future change. 

D. METHODOLOGY 

The information needed to address these issues was 
obtained through library research and analysis of many tech- 
nical papers published recently on the subjects of accrual 
accounting in government and federal retirement systems. 
Development of the subject begins with a brief history of 
government accounting, emphasizing major legislative reforms 
and the development and implementation of accrual accounting. 
Chapter III discusses the Arthur Andersen papers, which 
prepared representative consolidated financial statements 
for the government on an accrual basis. Following this, 
accounting and funding procedures for pension plans in the 
private sector are presented, under the guidelines of GAAP 
and the Employee Retirement Income Security Act (ERISA) . 

These procedures are then compared with several retirement 
and transfer payment plans in the public sector. Finally, 
military retirement costs and the associated unfunded liabil- 
ity are addresses in specific. A number of revised accountin 



and funding proposals have recently been introduced, and 
these are discussed. Chapter V then offers some observations 
and conclusions based on the issues developed throughout the 
paper . 
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II. ISSUES IN GOVERNMENT ACCOUNTING 



A. BRIEF HISTORY OF GOVERNMENT ACCOUNTING 

For nearly 200 years the United States has strengthened 
its constitutional checks and balances and has incorporated 
into this structure the concept of accountability. To 
achieve accountability, effective accounting controls and 
sound financial reporting are essential. This section of 
the paper summarizes the major efforts of the federal govern- 
ment to improve the usefulness of its accounting, budgeting 
and financial reporting systems. This, in turn, leads to a 
discussion of accrual accounting in government, adoption of 
which underlies the recognition of retirement cost liabilities. 
Major reforms in this area are highlighted in Table I. 

The first important legislation dealing with the fiscal 
authority of Congress was the Treasury Act of 1789. As 
implied, this act created the Treasury Department and dele- 
gated it authority for management of the revenues and the 
estimating of public receipts and expenditures. The act 
established an auditor and controller within the Treasury 
Department, and required an annual report to Congress de- 
tailing the receipts and disbursements of public monies made 
during the fiscal year. 

A major reform was the Budget and Accounting Act of 
1921, which instituted a number of important changes in the 
financial management of government. Two of the more important 
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of these were the establishment of the General Accounting 
Office (GAO) and the Bureau of the Budget (BuBud) . GAO was 
created independent of the Executive Branch and had final 
review authority as to the propriety and legality of all 
government expenditures and transactions. As such it became 
essentially the auditing arm of the Congress. It was set up 
primarily as a large bookkeeping agency responsible for main- 
taining the appropriation records for all government agencies. 
BuBud was established within the Treasury Department and 
charged with aiding the President in developing the annual 
budget to be sent to the Congress. This was the first attempt 
to budget resources and identify them to actual program re- 
quirements. Initial budgetary efforts, however, left much 
to be desired. They were implemented on a cash basis and 
provided no means for expenditure control. In 1959 BuBud 
was transferred to the Executive Office of the President. 

As a result of a 1937 Brookings Institution report, the 
Legislative Reorganization Act of 1946 was passed into law. 

This study had noted a number of weaknesses in government 
accounting, among them the fact that existing systems still 
failed to give Congress complete control over collecting and 
disbursement of public funds, and there was no existing 
control over the preparation of government financial statements. 
The Senate Committee on Government Operations, established by 
this act, began the Joint Program for Improving Accounting in 
the Federal Government (JPIAFG) . This evolved the following 
year into the Joint Financial Management Improvement Program 
(JFMIP) . This program still exists today and is chaired by 
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TABLE I 



SUMMARY OF MAJOR LEGISLATION AND EVENTS DESIGNED TO 
ESTABLISH EFFECTIVE FISCAL MANAGEMENT IN GOVERNMENT 

1789 - Treasury Act 

1906 - Anti-Deficiency Act (R.S. 3679) 

1921 - Budget and Accounting Act 

1933 - Securities Act 

1939 - Bureau of Budget Transferred from the Treasury 
to the Executive Office of the President 

1946 - Legislative Reform Act - Joint Program for 

Improving Accounting in the Federal Government 
(JPIAFG) 

1947 - First Hoover Commission 

1949 - National Security Act Amendments 

1950 - Budget and Accounting Procedures Act 

1955 - Second Hoover Commission 

1956 - P.L'. 84-863 

1965 - Planning-Programming-Budgeting System (PPBS) 

1967 - President's Commission on Budget Concepts 

1968 - Revenue and Expenditure Control Act 
1970 - Legislative Reorganization Act 

1974 - Congressional Budget and Impoundment Act 
1976 - Zero-Base Budgeting (ZBB) 



16 



the Comptroller General, Secretary of the Treasury, Director 
of OMB, Chairman of the Civil Service Commission (CSC), and 
head of the General Services Administration (GSA) . As 
stated by the Comptroller, the purposes of the JFMIP were: 



"to develop sound accounting within each agency, 
as a working arm of management, in terms of 
financial information and control ... integrate 
patterned accounting and financial reporting for 
the government as a whole, responsible to execu- 
tive and legislative needs ... elimination of over- 
lapping operations and paperwork ... further 
application of efficient methods and techniques 
in accounting operation throughout the govern- 
ment. "[Ref. 13, p. 38] 



This program was considered necessary because accounting 
processes had failed to keep up with the increase in the 
number of government activities and with changes in the 
management structure. This management structure had changed 
from a centralized to a decentralized operation resulting 
from the vast number of activities created during two world 
wars. While the JFMIP did not have any legal force, it led 
utimately to the Budget and Accounting Procedures Act of 
1950 . 

Also, in 1947 the Commission on Organization of the 
Executive Branch (commonly called the "Hoover Commission”) 
was formed in an attempt to streamline the federal account- 
ing system which it found outmoded, cumbersome and inadequate. 
Its findings included a recommendation to develop a complete 
and integrated accounting system tied to a performance or 
program budget. It also gave implicit approval to the 
concept of accrual accounting in government. 



17 



In 1947 the National Security Act Amendments created DOD 
and departmental comptrollers and authorized the establish- 
ment of working capital funds. This was followed in 1950 by 
the Budget and Accounting Procedures Act, an incorporation 
of many of the recommendations of the first Hoover Commission. 
As suggested by the title, many accounting changes were sub- 
sequently instituted. The Act gave the establishment and 
maintenance of accounting systems to the individual govern- 
ment agencies, thus removing the bookkeeping function from 
the GAO. GAO maintained authority, however, to prescribe 
accounting principles and standards for agencies and, addi- 
tionally, was given the responsibility to approve all new 
accounting systems before implementation. One standard 
prescribed by the Comptroller General (GAO) was the required 
use of accrual accounting to supplement the obligation basis. 
Finally, this act considerably strengthened the audit role 
of the GAO. 

The next significant development in government accounting 
resulted from the findings of the second Hoover Commission 
formed in 1953. Their conclusions criticized the obligation- 
al basis of accounting, in that Congress did not know under 
the system when an obligation would be paid, and consequently 
lost control of appropriations. In other words, under this 
"open-end" situation, end of year "unexpended appropriations" 
were neither identified nor controlled. Their conclusion, 
much like the first commission, was that there was insuffi- 
cient control over expenditures either by the Executive 
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Branch or by Congress. In the area of accounting their 
report stated: 



"Through the Budget and 
Congress imposed on the 
the Treasury Department 
General, the legal resp 
opment of accounting me 
operating information, 
ever, only a few steps 
implementation of these 
steps have not accompli 



Accounting Act of 1950, 
Bureau of the Budget, 

, and the Comptroller 
onsibility for the devel- 
thods designed to provide 
Up to the present, how- 
have been taken for the 
programs, and these 
shed much . " t^ e f P* 58] 



Three other areas received particular attention by the 
Commission: budgeting based on costs, appropriations based 

on estimated annual accrued expenditures, and accrual 
accounting . 

The impetus given by the Second Hoover Commission to 
accounting and financial management practices in government 
led to more hearings and committee reports. These led ulti- 
mately to the passage in 1956 of Public Law 84-863 which in- 
corporated into law most of the recommendations of the 
Commission, excepting the accrued expenditures concept for 
appropriations. This law, which amended the Budget and 
Accounting Act of 1921, had as its main features the 
following: 

1. The requests of the department and establishment for 
appropriations shall, in such manner and at such 
times as determined by the President, be developed 
from cost-based budgets and 

2. As soon as practicable after the date of enactment 

of this subsection, the head of each executive agency 
shall , in accordance with principles and standards 
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prescribed by the Comptroller General, cause the 
accounts of such agency to be maintained on an 
accrual basis .... 

A copy of P.L. 84-863 is found in Appendix A. 

The decade of the sixties saw continued reform in the 
areas of cost-based budgeting and congressional attempts to 
get an accurate handle on the national purse strings. Imple- 
mented in 1965, the Planning-Programming-Budgeting System 
(PPBS) was an effort towards expressing the budget on a 
program or performance basis. These endeavors were endorsed 
by the President's Commission on Budget Concepts in 1967, 
along with a recommendation that the budget be expressed on 
an accrual basis to provide a better measure of the impact 
of government activities on the economy. The Revenue and 
Expenditure Control Act of 1968 placed limitations on overall 
disbursements and obligations that could be made in the 
twelve-month period. This was modified somewhat in 1969 by 
the Second Supplemental Appropriations Act which placed a 
continuously moving ceiling on expenditures. 

Sweeping reform came the following year with passage of 
the Legislative Reform Act of 1970. This act directed 
BuBud, now the Office of Management and Budget (0MB), with 
the Treasury, to standardize and modernize the budgets and 
fiscal management of government agencies through the devel- 
opment of a vast EDP system. In 1963, the responsibility of 
accounting and financial reporting for plant and property 
was shifted from 0MB to GSA. Appropriately, the director 
of the GSA was made a member of the JFMIP. Finally in 1974 
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the Congressional Budget and Impoundment Act was passed. 

This legislation created separate budget committees in both 
houses of Congress, and a new agency, the Congressional 
Budget Office (CBO) , was created to coordinate and assist 
the work of the two budget committees. 

Having traced the chronological history of major inno- 
vations in governmental accounting and financial management, 
it is worthwhile to review the structure and responsibilities 
of the agencies entrusted with the operation of these 
systems . 

1 . General Accounting Office (GAO) 

The Comptroller General is head of the GAO and is 
appointed to that position by the President for a period of 
15 years. It is independent of the Executive Branch by 
design, and the long tenure of the Comptroller General 
compliments this independence. It has a number of responsi- 
bilities, the majority of xvhich can be summarized into three 
general areas as follows: 

a. Recommending ways and means for improving finan- 
cial management, prescribing accounting principles and 
standards, and assisting agencies in improving financial 
management systems. 

b. Auditing or reviewing agency financial and 
management systems, the efficiency of management use of 
resources, and the effectiveness of agency programs in 
achieving the objectives of Congress. 
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